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WARNING: YOUR

LLC

INTEREST MIGHT BE

Wendy Gerwick Couture
University of Idaho
College of Law in Boise
If an interest in a limited liability company ("LLC") is a security - whether
under federal law, Idaho law, or both there are serious implications. Securities
cannot be offered or sold without either
registering them or satisfying an exemption from registration.' Moreover, securities are subject to the antifraud provisions of the Securities Exchange Act and
the Idaho Uniform Securities Act.2 Yet,
despite these important implications, the
question of whether an LLC interest is a
security under federal law and/or Idaho
law is far from clear.
This article offers some clarity as to
whether an LLC interest is a security.
First, it analyzes the question under federal law, recommending specific ways to
lower the likelihood that an LLC interest
will qualify as a security under federal
law. Second, it analyzes the question under Idaho law, explaining that the Idaho
Uniform Securities Act arguably defines
"security" more broadly than federal law
in the context of LLC interests. Finally, it
posits that, despite this arguable reading
of the Idaho statute, courts should interpret Idaho law on this issue consistently
with federal law.

Is your LLC interest a security
under federal law?
The Securities Act and the Securities
Exchange Act, the
primary federal
statutes regulating
securities,
each defines the
term "security," 3
and the U.S. Supreme Court has
interpreted these
two definitions as
"essentially idenWendy Gerwick
4
Couture
tical." Each definition includes a
laundry list of items, such as "stock" and
"investment contracts," that qualify as securities. LLC interests are not mentioned
by name in these definitions, but they
may
'5
qualify as "investment contracts.
The U.S. Supreme Court has identified
four elements that must be met in order to
qualify as an investment contract under the
federal securities acts: (1) an investment
of money; (2) in a common enterprise; (3)
with an expectation of profits; (4) based
solely on the efforts of others.6 The first
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Limited partnership interests, whose owners
usually do not exercise control over the partnership,
are usually securities.

three elements of this test are typically
met with respect to LLC interests. First,
the "investment of money" prong can be
satisfied by investing goods or services,
rather than merely by investing cash.7
Second, the "common enterprise" prong,
as interpreted by the Ninth Circuit, is satisfied if the investors' interests are pooled
(so-called "horizontal commonality") or
if the "fortunes of the investors are linked
with those of the promoters"' (so-called
"vertical commonality"). 9 Third, most
LLC investors anticipate profits, absent
unusual circumstances.
The ambiguity in analyzing whether
an LLC interest is an investment contract
usually arises with the fourth element the "solely on the efforts of others" prong.
The Ninth Circuit, among others, has declined to interpret the word "solely" literally, adopting instead the following more
realistic test: "whether the efforts made
by those other than the investor are undeniably significant ones, those essential
managerial efforts which affect the failure
or success of the enterprise."' 0
Many courts, when analyzing whether
the "solely on the efforts of others" prong
is met with respect to LLC interests, analogize interests in manager-managed LLCs
to limited partnership interests and interests in member-managed LLCs to general partnership interests because of the
similarities among these business entities.
Limited partnership interests, whose owners usually do not exercise control over
the partnership, are usually securities."
By analogy, interests in manager-managed
LLCs are more likely to be securities.' 2
General partnership interests, whose owners usually exercise at least some control
over the partnership, are presumed not
to be securities, absent a circumstance in
which "the investor nonetheless can demonstrate such dependence on the promoter
or on a third party that the investor was
infact unable to exercise meaningful partnership powers."' 3 By analogy, interests
in a member-managed LLC are less likely
to be securities. 14

Although this analogy to limited and
general partnerships is convenient, it is not
completely apt. That is, limited partners
are often statutorily barred from exercising any meaningful control over the limited partnership, lest they lose their limited
liability, 5 while members of managermanaged LLCs are subject to no such restriction.' 6 As a consequence, members of
manager-managed LLCs may rely less on
the efforts of others than limited partners
of limited partnerships. 7 Moreover, partners of general partnerships are subject to
personal liability," thus encouraging them
to be active in the management of the
business. Members of member-managed
LLCs are protected from personal liability, 9 however, suggesting that they may
be less motivated
to engage actively in the
20
business .
Therefore, the "solely on the efforts of
others" analysis should not end with the
distinction between member-managed and
manager-managed LLCs. For instance,
courts have considered the following additional factors when analyzing whether
an LLC interest is a security: (1) whether
the members have the right to manage
the business;2' (2) whether the members
have the power to participate in the authorization of distributions;22 (3) whether
the members have the right to call meetings; 23 (4) whether the members' power
is diluted;24 and (5) whether the members
have the
power to remove the manager for
25
cause.
Is your LLC interest a security
under Idaho law?
The Idaho Uniform Securities Act,
like the federal securities acts, defines
the term "security" as including "investment contracts."26 In addition, the Idaho
statute codifies the U.S. Supreme Court's
four-part test to qualify as an investment
contract: "'Security' includes as an 'investment contract' an investment in a
common enterprise with the expectation
of profits to be derived primarily from the
efforts of a person other than the issuer."27
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Consistent with the Ninth Circuit's interpretation of this test, Idaho's securities
act replaces the troublesome word "solely" with the word "primarily" and recognizes that the "common enterprise" element can be satisfied by both horizontal
and vertical commonality.28 If the Idaho
Uniform Securities Act contained no additional references to LLC interests, the
analysis of whether an LLC interest is a
security would be identical under federal
and Idaho law.
The Idaho statute, however, includes
the following additional provision: "'Security' includes as an 'investment contract,' among other contracts, an interest
in a limited partnership and a limited liability company and an investment in a viatical settlement, life settlement or senior
settlement or similar agreement. ' 29 This
provision is capable of two interpretations: (1) an LLC interest is always an investment contract, regardless of whether it
satisfies the four-part investment contract
test; or (2) an LLC interest is an investment contract only if it satisfies the fourpart investment contract test. No Idaho
court has resolved this issue; this article
briefly outlines the arguments in favor of
each interpretation.
The first interpretation - that an LLC
interest is always an investment contract
under Idaho law - is supported by the
most straightforward reading of the following statutory language: "'Security'
includes as an 'investment contract'...
an interest in ... a limited liability company."3 Indeed, several secondary sources, citing this provision, have interpreted
Idaho law in this manner.3" Moreover, in
an opinion letter about an interest in a limited partnership (which is also listed in the
provision), the Idaho Securities Bureau
appeared to treat this statutory language
as creating a per se rule that limited partnership interests are securities.32 Further,
when adopting the Uniform Securities
Act, some other states explicitly adapted
this provision so as to include only those
LLC interests that satisfy the four-part investment contract test.33 Additionally, a
federal district court in Michigan, analyzing this provision of the Uniform Securities Act in the context of a viatical settlement (which is also listed in this provision), treated this language as creating a
per se rule that all interests listed therein
are securities, regardless of whether they
satisfy the four-part investment contract
test.34 Finally, this per se interpretation of
the Idaho statute would further the policy
interest of certainty by providing a clear
answer to the question of whether an LLC
interest is a security under Idaho law.
32
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No Idaho court has resolved this issue;
this article briefly outlines the arguments
in favor of each interpretation.

The second interpretation - that an will interpret the question of whether an
LLC interest is a security under Idaho
LLC interest is an investment contract
law.
under Idaho law only if it satisfies the
four-part test - is supported by a more Conclusion
nuanced interpretation of the Idaho statIf you are analyzing whether an LLC
ute. Arguably, if the drafters intended
interest is a security, you should first apto define all LLC interests as securities,
ply the four-part investment contract test.
LLC interests would have been included
If the four-part investment contract test
in the laundry list alongside investment is satisfied, you must ensure compliance
contracts, rather than as a subset of inwith the federal and Idaho securities acts.
vestment contracts. By treating LLC inIf the four-part investment contract test is
terests as a subset of investment contracts, not met, you must assess - in light of the
the statute arguably applies the four-part foregoing discussion - whether to noneinvestment contract test to LLC interests.
theless comply with the Idaho Uniform
Indeed, the Commentary to the Uniform
Securities Act out of an abundance of cauSecurities Act - the source of this pro- tion, lest you inadvertently run afoul of
vision - explains that this provision is the Act's registration requirements.
intended to clarify that LLC interests are
securities "when consistent with the court About the Author
Wendy Gerwick Couture is an Assodecisions interpreting the investment conProfessor at the University of Idaho
35
ciate
Moreover, this interpretract concept."
College
of Law. She teaches securities
tation is consistent with the "uniformity
and other business and comregulation
principle" recognized elsewhere in the
courses to law students enlaw
mercial
to
Act,
pursuant
Idaho Uniform Securities
Third-Year Program.
in
the
Boise
rolled
which "maximizing uniformity in federal
and state regulatory standards" is a policy Endnotes
'15 U.S.C. § 77e; IDAHO CODE § 30-14-301.
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Similarly, federal law defers to state law
in other circumstances, such as by exempting
intrastate offerings from federal registration
because they pose primarily
a state concern.
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Markets Improvement Act of 1996) ("[D]ual regulation need not mean duplicative regulation.").
3915 U.S.C. § 77c(a)(11); Notice of Adoption of
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